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DEBT, TAXATION AND FUNCTIONAL 


FINANCE 


“Vice is a monster of such frightful mien 
As to be hated, needs but to be seen; 
Yet, seen too oft, familiar with her face, 
We first endure, then pity, then embrace.” 


F the term “deficit finance” be substituted for vice in 

this stanza from Pope’s Essay on Man, a text is provided 
for this essay. When the federal deficits began, they were 
hated. “Too often democracies have been wrecked on the 
rocks of loose fiscal policy.” But in time, the face became 
familiar. The deficits were endured for a time as a necessary 
evil, but we apologized for them and promised to end them 
soon. The next stage was pity, because the national income 
had not gone up enough to enable us to get rid of the 
deficits that had been incurred in the effort to boost the 
national income. In other words, we felt sorry that we could 
not lift ourselves by the bootstraps. 

At last, deficit financing was embraced as a good thing in 
itself. Any lingering sense of guilt was removed by the 
fiscal medicine men and “‘yarb” doctors from abroad and 
from our own universities who assured us that we were not 
really living in sin. 

The first intimation that what had been mistaken for 
dissolute fiscal conduct was, in reality, a Puritanical standard 
of fiscal behavior, came with the announcement of a new 
financial philosophy, This new philosophy was given its 
premier before T. N. E. C. Its main tenet“is that taxation, 
spending and borrowing are to be viewed as instruments 
of policy. The central policy of government is to be such 
manipulation of the level of prices, the volume of employ- 
ment and the flow of income as will serve the aims 
and purposes of the clique or gang that is doing the 
manipulating. 
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Adam Smith disposed of this kind of paternalism ig 
the following}: 






What is the species of domestic industry which 
his capital can employ, and of which the produce 
is likely to be of the greatest value, every individual, 
it is evident, can, in his local situation, judge much 
better than any statesman or lawgiver can do for 
him. The statesman, who should attempt to direct 
private people in what manner they ought to em- 
ploy their capitals, would not only load himself 
with a most unnecessary attention, but assume an 
authority which could safely be trusted, not only to 
no single person, but to no council or senate what- 
ever, and which would nowhere be so dangerous as 
in the hands of a man who had folly and presump- 
tion enough to fancy himself fit to exercise it. 


The changed position of government which this new 
fiscal theory calls for means nothing less than a transition 
of political theory from the Anglo-American conception of 
government as an institution set up to perform certain 
community services to the Germanic conception of the 
state as the master. Instead of men being relatively free 
to take risks, to make mistakes, and to live, as Elbert 
Hubbard said, so as to be able to look any man in the 
eye and tell him to go to Hell, the people are to be 
marshalled, regimented, told when to spend, or to lend to 
the government or to pay taxes, according to some master 


1. The Wealth of Nations (Cannon Ed.), p. 423. 
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plan, Dr. A. P. Lerner put the capstone on this new 
doctrine in saying that Functional Finance! 


. . Is not especially related to democracy or to 
private enterprise. It is applicable to a communist 
society just as well as to a fascist society or a demo- 
Cratic society. . . . Like any other mechanism, Func- 
tional Finance will work no matter who pulls the 
levers. Its relation to democracy and free enterprise 
consists simply in the fact that if the people who 
believe in these things (i.e. democracy and free en- 
terprise) will not use Functional Finance, they will 
stand no chance in the long run against others 
who will. 


Germany, Japan and Italy did lay the groundwork for 
enormous inflation, but the assets acquired through con- 
quest, together with autocratic control of wages and prices, 
tended for @ time to defer inflation and validate the credit 
expansion. When these ill-gotten assets are stripped away 
again, we shall see how flimsy is the real support of their 
respective debt structures. 

The key to this fantastic doctrine is the public debt, 
which is to be expanded or contracted in the degree re- 
quired to maintain stability of employment, prices and 
production. In a free enterprise economy the market is the 
regulator which determines, through the price mechanism, 
the character and quantity of goods to be produced. The 
new fiscal theory would replace the market by the public 
debt as the regulator of economic activity. In Dr. Alvin 
Hansen’s view2, private enterprise can produce, but it 
cannot insure continuous and sustained demand. He holds 
that only government can do this, so the result is a kind 
of cooperation in which business produces the goods and 
government creates the balance of the purchasing power 
needed to buy them. 

The goal is full employment, a subject which has been 
approached usually in an emotional state bordering on 
hysteria, In all of the discussion that has so far occurred, 
there has been no reference whatever to the level or rate 
of wages. If the planners mean that we must henceforth 
provide full employment at war wages, we can agree at 
once that this is possible only through a large federal 
subsidy. An indefinite increase of the debt and a steady 
inflation of prices, would be inevitable. 

On the other hand, if full employment means work for 
all at such wage as may be determined by equating the 
supply of labor and the demand for it, we need not be 
seriously concerned about unemployment even if there 
should be a depression. The deficits of the 1930’s were 
incurred principally to subsidize wage levels that were 
unreal and artificial at the time. The housing subsidies are 
necessaty mainly because of high level wage rigidities and 





1. A. P. Lerner, Re gg a and the Federal Debt,’’ Social Re- 


non, February, 1943, p. 
2 Hansen fter the Wat -- een.” published by the 


ational Resources Planning Board 





output restrictions in the building trades. A dismissal wage 
is usually a subsidy to the high wage rates of those who 
remain on the job. It is clear that there can be no flexibility 
of prices or of business plans unless there can also be wage 
flexibility. The new fiscal thesis is the more dangerous 
because it would use the public debt as the cushion and 
shock absorber against the rigidities that have been em- 
bedded in the economic system by group pressures, special 
legislation, and the reluctance of everyone to face un- 
pleasant facts. 

While the doctrine includes the assumption that the debt 
will decrease at certain times, the practical result is almost 
certain to be that there will be no net reduction, Debt 
retirement requires surplus revenues, and now that the 
people have learned how pleasant and easy it is to be 
supported by the government, they are not likely to consent 
to a curtailment of the bread and circuses just to re- 
deem debt. 

The citizens are being conditioned to accept the idea 
that there is to be no debt reduction by various arguments 
designed to demonstrate the advantage and beneficence of 
a large public debt. Hamilton defended the federal debt, 
although he was concerned with federal funding of the 
Revolutionary War debts rather than with debt for its own 
sake. Jay Cooke used such arguments during the Civil War. 
Dr. Hansen has written as follows about the English debt 
after Napoleon1: 


It is difficult to see that the financial and in- 
dustrial development of England in the nineteenth 
century could have proceeded with the degree of 
steadiness and security actually achieved had there 
been no large public debt available for secure in- 
vestment. 

The view that the English debt was an English blessing 
was not shared by the statesmen of the nineteenth century, 
for they were continually struggling with taxes and sinking 
funds and conversions. Writing of the period 1860-1900, 
E. L. Hargreaves has said?2: 

There was a conspicuous failure to take advantage 
of the great increase in wealth which was ex- 
perienced during the latter half of the century in 
order to secure the redemption of the greater por- 
tion of the debt. 


The lack of a more resolute policy was not due to any 


' faith in the great advantages of the debt, although this 


argument was used by members of Parliament who were 
unwilling to vote for taxes in sufficient amount to effect 
the redemption. The advantage of the debt, in providing 
a field of investment for trustees, was made a cloak for the 
real resistance to the necessary taxes. The patriotic argu- 
ment was also brought in. ‘The Debt and the Empire were 
indissolubly linked together.” 


BA. “Hansen, Fiscal Policies and Business Cycles, W. W. Norton, 1941, 
2. EL a y The National Debt, Longmans, 1930, p. 199. 
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It is curious that the United States should have prospered 
so mightily during the nineteenth century, having no debt, 
if a public debt be really an essential condition to prosperity. 
In fact, in 1837 the federal government had no debt at all. 
From 1865 to 1901 the federal debt was reduced from 
$2,846 million to $987 million. This action cannot be said 
to have impaired our economic growth, nor is it true that 
a much greater debt reduction than actually occurred in 
England would have retarded the economic development 
of that country. 

The debt rationalizing process also includes such argu- 
ments as the following: 


1. It is said that a large part of the debt is held by 
banks, insurance companies and other institutions do- 
ing useful services. The interest income received 
helps them to perform these useful services. 


The Colwyn Committee said the same thing about the 
ownership of the English debt, but it did not intend there- 
by to imply that there should be no debt redemption. The 
case for an indefinite debt is weak indeed if no stronger 


* reason can be found than that banks and insurance com- 


panies find the interest income helpful in their business. 
2. The debt is no burden since we owe it to ourselves. 


In the sense that taxation and debt payment occur within 
the country, the effect of an internal debt is different than 
would be the case if large foreign remittances had to be 
made to service a foreign-held debt. But it is pure sophistry, 
or rather a very impure sophistry, to say that because the 
bondholder receives cash payments in settlement of interest 
or principal obligations, the taxpayers do not experience a 
burden in paying taxes, or that they have no ground for 
being disgruntled, The unity of our common social interest 
does not go that far. By such logic there can be no case 
against any kind or degree of taxation whatever, for what 
is taken from some is at once paid out to others. Hence 
taxation should be no burden to us since we are paying 
the taxes to ourselves. 


3. A nation may make itself poor by repayment of 
public debt. Dr. Hansen says this is true because 
such repayment tends to cause deflation, depression 
and unemployment. 


There is a curious gap between this proposition and the 
one just preceding, where everything was said to be lovely 
because we merely owed the debt to ourselves. If we do 
owe it to ourselves, how can a difference as to the pocket 
in which it is carried have such dire consequences on the 
economy ? 

Dr. Hansen’s argument becomes still more’ curious, for 
he holds that payment of interest on the debt/is beneficent, 
while payment of the principal is malevolent, The taxes 
collected to pay interest are not lost. They are paid right 
back again, and at the worst, they are merely taken from 
one group — the taxpayers — and paid out to another 


gtoup — the bondholders. The trouble is said to begin 
when enough more tax is collected to make a payment on 
the principal, for that will cause deflation, depression and 
unemployment. 

In the rationalizing about the inflationary and defla- 


tionary effects of taxing, spending, and borrowing, there > 


appears to be too great reliance on an over-simplitied and 
hence unrealistic version of the merely quantitative ele- 
ment in the supply of purchasing power. Advocates of the 
new fiscal theory often speak of the positively inflationary 
or deflationary effects of particular policies as if given 
quantitative changes in the volume of bank notes or bank 
deposit credits would produce definitely measurable and 
predictable results on prices or business activity. Thus, they 
say that taxation is deflationary, and bank loans are in- 
flationary, as if these specific results always follow in 
measurable degree. 

In this emphasis the factor of turnover, or velocity of 
circulation, is neglected. Total purchasing power is a re- 
sultant of two elements — actual quantity and turnover. 
A reduction of the quantity of bank deposits, such as might 
result from taxation to redeem bonds held by the banks, 
could be offset by more rapid turnover of the remaining 
deposits and there would be no deflation. In the other direc- 
tion, an increase of bank deposits through government 
loans could be neutralized by slower turnover, as happened 
in the early days of pump-priming and devaluation, No 
inflation would occur. 

This is one of the fatal defects of the new fiscal theory. 
The results aimed at would really require governmental 
control of both the quantity of money and credit and of 
their respective turnovers, in order to control the total 
volume of effective purchasing power. But there is no way 
of regulating the rate at which the citizens will use or 
spend their money, hence it becomes necessary that the 
entire emphasis be placed upon sheer quantitative changes 
in money and credit supply. This is a false and futile fiscal 
philosophy which can produce only disastrous results. 

The record indicates that the velocity of circulation has 
varied widely. This velocity is computed by dividing total 
debits to individual accounts by the total deposits. The fol- 
lowing figures! are based on data supplied by reporting 
member banks: 





Year Velocity of Circulation 
1929 50 

1932 wee 20.6 

1934 19.2 

1936 21.14 

1938 1 7.78 

1940 14.19 

1943 19.55 





When it is seen that the deficit spending of the 1930's 
was offset by increasing stagnation of funds, it becomes 





1. Walter E. Spahr, ‘““Why Pump-Priming Dollars Have Not Primed,”’ 
The National Economy League. 
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easier to understand why pump-priming failed. On the 
other hand, if the velocity rate should now rise to the 
1929 level, it is doubtful if any kind of taxation could 
diminish the quantity fast enough to prevent inflation. 


The theory that finance should be used to manipulate 
the economy has been accepted and elaborated upon by 
numerous other writers. One of these is Dr. A. P. Lerner 
whose essay! was published last February. Of it Professor 
R. M. Haig has written? that the reader of Lerner’s pages 
is “torn between admiration for its clear and bold logic 
and astonishment at the assumptions it considers reasonable 
and the factors it considers significant.” 

Dr. Lerner uses the term “Functional Finance” to de- 
scribe the so-called principle of judging fiscal measures by 
the way they work or function in the economy. Two laws 
of Functional Finance were stated in the essay under review. 
The first law is as follows: 

It is the responsibility of the government to keep the 
total rate of spending in the country on goods and services 
neither greater nor less than that rate which at the current 
prices would buy all the goods that it is possible to produce. 

The following comments are offered on this “law”: 


1. Even if government wanted to, it could not control 
the rate of spending since it cannot determine the velocity 
of circulation, It could regulate the total demand for goods 
only by drastic rationing, if the demand were keen, or by 
purchasing all dead stocks, the slow-moving items on all 
shelves from the department store to the crossroads general 
store, and all surpluses everywhere not saleable at the cur- 
rent prices, if private demand were too sluggish. 

2. The so-called law evidently regards the current price 
level as a bench mark not to be changed, and indeed its 
unchangeability is important to the whole scheme. Just 
how much flexibility is to be allowed to individual prices 
is not indicated, but it must be clear that the quantity of 
goods which it is possible to produce is governed by the 
prices at which they can be sold. 

3. The volume of goods that it is possible to produce 
is highly variable, depending, among other things, on the 
supply of capital and labor, on the number who want to 
work instead of collect a dole, on the incentives offered to 
enterprise, on various governmental policies, etc. Full em- 
ployment appears to be an important objective and maxi- 
mum production is evidently deemed to be reached when 
all who want to work are engaged. But Lerner is as silent 
as Hansen about the wages and hours of employment. 

In effect, here is a statement of a so-called law which 
presupposes definite magnitudes, all under control, whereas 
the fact is that the greatest variety, change and flexibility 
are possible and likely. The government is to be responsible 





1. See footnote 1 (first column), page 2. 
2. R. M. Haig. “The Background of Our War Finance: A Rip Van Winkle 
Survey,’” Po 
at 333. 


litical Science Quarterly, September, 1943, pp. 321-337, 





for keeping a balance or equilibrium among a vast number 
of highly sensitive variables, How is this to be done? Dr. 
Lerner’s answer is as follows: 


The government can increase total spending by 
spending more itself or by reducing taxes so that the 
taxpayers have more money left to spend. It can re- 
duce total spending by spending less itself or by 
raising taxes so that taxpayers have less money 
to spend. 


From this the author proceeds to what he regards as a 
shocking corollary, namely, that taxes should never be un- 
dertaken merely because the government needs to make 
money payments, but only when it is desirable that the 
taxpayers shall have less money to spend, for example, when 
they would otherwise spend wages to bring about inflation. 

This is not shocking. It is merely funny. The author 
evidently believes, in common with Hansen and others, 
that quantitative changes in money supply will suffice to 
determine total purchasing power. He is quite obviously 
indifferent to the counterbalancing factor of turnover. 

Further, he appears to believe that taxation in some way 
reduces the quantity of purchasing power. Taxation simply 
results in a transfer of funds to the government. If the 
government spends the tax receipts, and it must spend if 
its ordinary operations are to continue, the government 
employees and pensioners will spend instead of the tax- 
payers, With no change in the rate of turnover, there is 
the same amount of purchasing power after as before 
the tax. 

Also, there is involved here the belief which is held by 
all advocates of progressive taxation, namely, that the only 
use made of individual income is to spend it in the market. 
No allowance appears to be made for the saving and in- 
vestment of income whereby larger supplies of goods might 
be produced to meet the increased consumer demand. 

Finally, there is an amazing suggestion regarding the 
chief functions of government. Instead of the services and 
functions ordinarily thought of as being the reason for the 
existence of government — police protection, justice, educa- 


tion, regulation, welfare, conservation, etc. — the chief 
governmental function is to pump money into or out of 
the economy. 


Anyone with imagination and good sense can interpret 
the effect of this fiscal diastole and systole upon the public 


. personnel, the scope and quality of the public services, and 


the degree of respect which the citizens would entertain for 
their government. 

The second so-called law of Functional Finance, as an- 
nounced by Dr. Lerner, is that the government should 
borrow money only if it is desirable that the public should 
have less money and more government bonds. He adds 
that this might be desirable if otherwise the rate of interest 
would be reduced too low and induce too much investment, 
thus bringing about inflation, 
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This proposition also requires comment. 

1. Who is to decide between the desirability of bonds 
versus money in the hands of the people? It has already 
been proposed that when the people are deemed to have 
too much money, their taxes are to be raised. Perhaps the 
OPA, in view of its distinguished record in point-rationing, 
could be asked to fix the point values of government bonds 
along with those for gasoline and tomato soup. 

2. Suppose that the people prefer money to more 
government bonds. Does this mean resort to the technique 
so successfully used by Hitler, Mussolini and Franco in 
confiscating the forms of private wealth which they did not 
want the people to own? 

3. What is the evidence to show an increase in the 
volume of investment with a decline in the rate of interest ? 

4. When did over-investment produce inflation? Per- 
haps the author is thinking of stock market speculation. 
When the term investment is correctly used it means an 
application of funds which results in additions to capital 
equipment and productive capacity, Such additions, by in- 
creasing the output of goods and services, tend to prevent 
inflationary price increases. 

It is said that Functional Finance rejects completely the 
traditional doctrines of “sound finance” and the principle 
of trying to balance the budget in any year or any arbitrary 
period. Under the taxing, spending, borrowing and lending 
policies advocated, any excess of money outlays over money 
receipts must be met, it is said, by printing new money. 
Resort to the bank loan or to the printing press will not 
cause inflation under this theory because the excess money 
can be pulled in by taxation and destroyed or hoarded. 

That is, at one time the government is to withdraw from 
private hands through taxation or borrowing more than it 
pays out on its ordinary services and for interest, thus 
supposedly reducing the capacity of the people to spend. 
At another time the government is to pay out more than 
it takes in. The excess withdrawals can be destroyed if they 
consist of paper money. If they consist of bank deposits, 
the effect is a decline of taxpayer balances and a rise of 
government balances in the banks. 

The sole purpose of this pumping is to regulate the rate 
of spending, but as already pointed out, it is possible that 
counterbalancing tendencies in the velocity of circulation 
may neutralize the work of the pump. 

The Swedish idea of a cyclical budget balance is rejected 
because of the lack of any guarantee that the maintenance 
of prosperity would permit the budget to be balanced even 
over larger periods (i.e. than the business cycle). So Dr. 
Lerner is forced to recognize that the result might be a 
continually increasing national debt, if the additional spend- 
ing were provided by borrowing the money from indi- 
viduals or banks instead of printing it. 

But this would present no danger to society, in Dr. 
Lerner’s opinion, as long as Functional Finance maintained 
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the proper level of total demand for current output. As for 
the interest, it can be paid, he says, by borrowing still more. 

It is time to pause again for some comments. Although 
the possibility is assumed that the budget may be inde- 
finitely unbalanced, one wonders just what significance a 
federal budget would have in a system in which the chief 
governmental function is that of pumping money into or 
out of the economic machine. 

Further, the paradoxical result is obtained that no infla- 
tion would ensue from an indefinite period of budgetary 
deficits caused by pumping out purchasing power with little 
or no retirement through taxation. For this to be true, in- 
flation would be staved off only because of the decline of 
velocity toward zero. But a declining turnover rate is usually 
indicative of caution, uncertainty, a preference for cash 
rather than goods, unreadiness to take risks, etc. Under 
such conditions production tends to decline and employ- 
ment to fall off, despite pump-priming. 

Again, from whom will government borrow the money 
to pay interest? As long as the public is willing to lend, 
it is said to make no difference how many zeros are added 
to the national debt. If the public loses its taste for lending 
to the government, and hoards its money, the government, 
it is said, can print the money to pay interest and other 
public obligations. It is evidently assumed that the people 
will gladly accept this printing press money. But suppose 
they will not. Are they to be forced to take it? And at 
what value? If the bondholder is compelled to take it at 
par for interest, on what terms can he dispose of it in 
buying the products or the services of other individuals? 
Dr. Lerner would probably say that any depreciation of 
the currency would indicate inflation and would be the 
signal to begin taxing. But if this depreciation should 
occur before full employment is reached then he would 
have an inflation to deal with while still facing the need 
to increase spending. 

But an alternative supposition is offered, namely, that 
the people, being unwilling to lend to the government, 
elect to spend instead of hoard their money. Private spend- 
ing will then increase the total spending and the govern- 
ment will not have to borrow for this purpose. If private 
spending goes too far, taxation must be used to prevent 
inflation, The proceeds can then be used to pay interest 
and repay government debt. 

Note, however, that government disbursement of the 
tax receipts in debt service payments would put them right 
back into circulation again, and so the aim of inflation 
control through taxation would be defeated. 

It hardly need be pointed out that this scheme will not 
work under either assumption. If the people hoard instead 
of spend, or if velocity of circulation declines so as to 
lessen total buying, the government must begin to pump 
money in, and there is no way to prevent the currency from 
depreciating while some persons are still out of work. 
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On the other hand, if the people spend freely and taxes 
are imposed, the government must severely restrict its 
spending in order to check the inflation. According to the 
degree of this restriction, there would be disorganization 
of the public services and demoralization of the public 
personnel. 

Nothing is said about the kinds of taxes to be used, if 
and when the rules of Functional Finance should indicate 
that taxes are to be levied. If the pattern of income dis- 
tribution were to be anything like that now prevailing, the 
bulk of the taxes would have to fall on the incomes under 
$5,000 in order to be of maximum effectiveness in infla- 
tion control through restraint of spending. Nor is anything 
said about the kind of index that would be used to show 
the onset of inflation, and thus to give the signal for taxa- 
tion to begin. The Bureau of Labor index is under fire now 
from the CIO, We can only imagine the outcry that would 
“meet any official notice to the effect that, beginning to- 
morrow, taxes must be paid because inflation had started. 

The author of Functional Finance is evidently thinking 
in terms of a federal government only, although he makes 
no distinction in saying that taxes must not be levied. 
What would happen to state and local governments in 
those periods when taxation was out of season is not even 
hinted at. These governments have no present authority to 
print money, and no power to force investors to take their 
bonds. Yet their annual tax bill totals $8 to $10 billion. 

In this fantastic program, the terms “‘tax”’ and “‘taxation”’ 
should not be used, for they mean and connote an attitude 
by government toward the resources of the people which 
has entirely disappeared in Dr. Lerner’s plan. If we no 
longer intend, by the word tax, to mean contributions 
collected to defray the cost of public services, then we 
should find a new term to describe what is proposed. An 
appropriate one is “confiscation.” 


Likewise, the word “bond” should be dropped, for that 
word has always meant a pledge or promise to repay a 
certain value in future in exchange for a given value 
obtained today, If the term “forced loan” were substituted, 
it would seem more appropriate to pay the interest on such 
a loan by compelling the holder to accept fiat currency, 
which is simply another form of the forced loan. 

One thing that the scheme lacks is a parallel to OPA, 
which should be called OMA, or Office of Money Ad- 
ministration. Its function would be to curb the black 
market that would emerge in the phoney printing press 
money, where people were trying to get rid of it for less 
than its face value. 

One of the gravest perils of the postwar period will be 
those planners who are either ignorant of or indifferent 
to history. There is little reason to fear the adoption of 
Functional Finance even though our ultimate downfall is 
forecast before some rival nation that has discovered what 
it thinks is bootstrap levitation. We do have to remember 
that there is a hard way as well as an easy way to solve our 
problems, and that the hard way is very likely to be the 
safe way. If the abuse of public credit and the printing 
press is really as safe as it appears to be easy, there would 
be no occasion to emphasize such historical phenomena 
as the Continental currency, the French Assignats, the 
United States Greenbacks or the German Reichsmark. All 
schemes for fiscal Utopia overlook the one basic fact about 
the kind of economic world we live in — ‘There is no 
free lunch.” This fact is as applicable to a socialistic or 
communistic society as it is to a democracy, 


HAR Ley L. Lutz 
Professor of Public Finance 
Princeton University 
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